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The death of a key man in any business firm must neces- 
sarily result in a pecuniary loss to the firm. His experience. 
contacts, and know how are gone forever. If he was also 
a partner or a major stockholder, his death may bring 
about the death of the business enterprise itself. There 
may even be a fate worse than death, such as mismanage- 
ment and persistent wasting away of assets. The problem 
of ensuring business surviv al in the face of the death of a 
major executive, partner, or shareholder is worthy of the 
careful attention of all students of business enterprise. 

The financial hazard of death is usually discussed from 
the point of view of the individual’s estate and heirs—the 
problem of providing the estate of the deceased person with 
adequate liquid funds to meet taxes and funeral and ad- 
ministrative expenses and to sustain the heirs during their 
lifetimes. We are discussing it from the point of view of the 
survival of the business firm itself. Fortunately, the two 
interests coincide at many points. 

There are various ways of minimizing the effects of the 
loss of the key executive. Key-man insurance will give the 
company a financial offset to the loss of valuable services 
even if there is no partnership o1 shareholder element in- 
volved. The company takes out insurance on the life of its 
executive and receives the face amount of the policy on his 
death. The premium payments are regarded as a form of 
investment and are not tax deductible. The proceeds of 
the policy are tax free. 

The estate of the deceased executive is not affected in 
any way as long as the deceased was not the owner of the 
company and as long as he had no “incidents of owner- 
ship” in the policy, such as the right to change the bene- 
ficiary, which in this case is the company. The company 
thus receives a sum of money as compensation for the 
loss of earning power suffered by it through the death of 
the executive. Estate taxes are not assessed against the 
proceeds of the policy and the survival of the company is 
at least temporarily assured. ‘Tie proceeds of the policy 
may temporarily tide the company over a low period 
until adequate managerial skill is acquired from within or 
without to replace the executive lost through death. 

Even if the deceased executive was so indispensable that 
a liquidation of the company resulted from his death, the 
cash received through insurance may make up some or 
all of the difference between going-concern value and 
liquidation value of the firm. This protects the owners of 
the company from a loss in capital value as a result of the 
death. ‘There should, of course, be someone ready to step 
into the dead man’s shoes immediately and effectively, 
but this ideal of management cannot always be achieved. 
The next best thing is to have a financial replacement of 
the departed executive. 

So much for the case of the key man who has no owner- 
ship interest. More challenging and more complicated 
problems arise when the estate of the deceased has a part- 
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nership or shareholder interest in the firm. It is usually 
desirable to relieve the estate of this ownership interest as 
soon as possible to insure the survival of the business (to 
say nothing of the desirability of the estate's acquiring 
cash in place of its ownership interest). During the period 
of administration of the estate, a large ownership block 
that is controlled by an executor or administrator will tend 
to hamper any dynamic firm. Even the best-intentioned 
fiduciary will tend to be conservative in view of the legal 
restrictions imposed. If, in addition, the executor lacks 
business experience, as is often the case of a widow, there 
is serious danger to the firm. For the sake of business sur- 
vival it is desirable for the firm or the surviving owners 
to recapture the ownership interest as soon as possible. 

How can we get the ownership interest out of the estate? 
Either the corporation must buy out the interest or one of 
the surviving owners (partner or shareholder) must do 
so. The two devices are known as “stock-redemption” 
plans and “cross-purchase” agreements. Both methods 
come under the heading of “buy-and-sell” agreements. 
Under the stock-redemption plans the company buys out 
all or part of the deceased stockholder’s interest. Under 
cross-purchase agreements the surviving stockholders or 
partners buy out the interest of the deceased. Thus the 
company is assured of noninterference from the estate or 
its representatives or from beneficiaries or from strangers 
to whom the estate or the beneficiaries might sell the in- 
terest of the deceased. 

The estate and thus the beneficiaries (such as the widow 
and orphans) gain in various ways. They gain through the 
cash acquired to pay funeral and administrative expenses 
and estate taxes and through the assurance of receiving 
a cash legacy for what might otherwise be a hard-to-liqui- 
date partnership or shareholder interest in a closely held 
company. They also gain through the fact that the stock- 
redem)ti._a plan or the cross-purchase agreemen’ will re- 
duce or eliminate disagreement over tlie valuation of the 
ownership interest for estate-tax purposes. 

The problems of valuation cannot be minimized. The 
surviving business firm and the estate are crucially con- 
cerned with the value put on the ownership interest. End- 
less wrangling can be avoided by having either the stock- 
redemption plan or the cross-purchase agreement specify 
the price at which the ownership interest is to be recap- 
tured. Where there is a ready market for securities, there 
is usually little difficulty. But even here there is a problem 
of deciding which stock-market quotation to use. Generally, 
the procedure is to take the average of the high and low on 
the day of death: alternatively, one can take the value one 
year after death. Complications are introduced by the 
problem of “blockage.” The stock-market quotation is not 
reliable when there is a large block of stock to be liquidat- 
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ed. In that case, the stock-market quotation is generally 
regarded as too high. Occasionally, however, the opposite 
is true: a controlling block of stocks may get more than 
the stock-market quotation for a small amount. 

The problems of valuation of closely held stock, lacking 
a price fixed by agreement, are well illustrated by a recent 
Tax Court case. Cora Fitts v. Commissioner, 237 Fed. (2d) 
(C.A. 8th, 1956). The facts (somewhat modified for pur- 
poses of this illustration) were: The taxpayer submitted a 
value of $150 per share: the Commissioner used a value 
of $600: four experts set values ranging from a low of 
$150 to a high of $225. The Tax Court, after saying that 
all the appraisers had some qualifications and that their 
testimony was not ignored, set a value of $3.75. This hap- 
pens to be the average of $150 and $600. It also happens to 
be the sum of $150 and $225. If the latter is the basis of 
the figure of $375, some danger in having too many ap- 
praisers is suggested—their valuations may simply be 
totalled by the Tax Court! 

The use of a stock-redemption plan is encouraged by 
Sec. 303 of the Internal Revenue Code, which permits suf- 
ficient stock redemption in certain cases to cover estate 
taxes and funeral and administrative expenses without 
fear that the cash received by the estate would be declared 
substantially the equivalent of a dividend and thus taxable 
as income to the estate of the deceased. Beyond this amount. 
however, there is the danger that the redemption will be 
treated as income to the estate and taxed at ordinary in- 
come-tax rates, unless there is a redemption of the total 
holdings of the deceased. The difficulty, however, is that 
close-relatives holdings are included in deciding whether 
there has been a 100 per cent redemption. This is pro- 
vided by the attribution rules of Sec. 318 of the Internal 
Revenue Code. Care must be exercised to avoid the appli- 
cation of these rules. 

The major problem in the case of stock-redemption 
plans and cross-purchase agreements is that of money. 
Where will the money be found? The corporation can 
redeem stock out of its available funds: but this privilege 
is often restricted by state law, so that redemptions can 
only be made out of earned surplus. Thus a redemption 
plan may not be effective even though it exists on paper. 

Insurance can provide the funds in the case of both the 
stock-redemption plan and the cross-purchase agreement. 
As pointed out above the premiums are nondeductible 
expenses and the proceeds are nontaxable to the company. 
Furthermore, the premiums are generally not taxable to 
the shareholder. An exception exists where there is a sole 
stockholder or where the insurance is not for the benefit 
of the corporation, in which case the premium payments 
may be treated as dividends to the shareholder and taxable 
to him. Oreste Casale, 26 T.C. 1020 (1956), on appeal 
C.C.A. 2. Henry E. Prunier, 28 T.C. No. 4 (Apr. 12, 1957). 
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The proceeds can be used to redeem the stock from the 
estate or from the beneficiaries. 

There is one difficulty here that has not yet been fully 
resolved. When the company gets the proceeds the book 
value per share automatically goes up. Does this increase 
the valuation to be placed on the shares held by the estate 
for estate-tax purposes? 

The difficulty with individual shareholders or partners 
holding insurance on the other owners is threefold: (1) 
the premiums are paid with after-tax money, which may 
be a greater burden on individuals than on a business unit; 
(2) the number of insurance policies becomes cumber- 
some, since each shareholder must hold policies on each 
of the other shareholders or at least own a portion of a 
policy on each of the others: (3) there may be a tax prob- 
lem involved in each survivor buving the existing policies 
on the other survivors from the estate of the deceased. The 
difference between cash value and proceeds may be taxable 
as a capital gain. 

Under a cross-purchase agreement whereby one stock- 
holder buys out another, the proceeds will not be declared 
current income; any gain, however, is a capital gain. Even 
this is usually small or nil because the stock left to an 
estate takes on a new basis equivalent to the fair-market 
value at the time of death. Thus a sale at that value involves 
no capital gain. 

Finally, we may consider how an individual who has 
built up a business can increase the chance of its survival 
even where a recapture of the ownership interest is not 
feasible. Perhaps he is uninsurable or cannot reach agree- 
ment on stock redemption or other buy-sell arrangements. 
He must plan his estate so as to minimize the chance that 
the ownership interest will fall into inexperienced or hostile 
hands. What are the factors that increase this unhappy 
chance? Heavy estate taxes may force the liquidation of 
some of the ownership interest. The new shareholders may 
wish to liquidate the firm itself or operate it in a manner 
inconsistent with business survival. Thus a major share- 
holder will wish to minimize estate taxes for the sake of the 
survival of his business as well as for the benefit of his 
heirs. 

One of the important devices in minimizing estate taxes 
is the marital deduction. The full amount left to the wife 
up to one-half of the gross estate is deductible from the 
estate for tax purposes. It must be remembered that the 
taxable estate is usually greater than the estate that passes 
through the will (the probate estate). For instance, insur- 
ance usually passes to the wife outside the will. It will 
ordinarily be included in the taxable estate unless the in- 
sured has given up all incidents of ownership such as the 
right to change the beneficiary. Under a proposal which 
has passed the House Ways and Means Committee, insur- 
ance bought more than five years before death would not 
be included in the estate so long as the dead person had 
before his death surrendered ownership of the policy, even 
though he had continued to pay the premiums. If bought 
less than five years before his death, it would be included 
so long as he had been paying the premiums, even though 
he had given up ownership. This new rule would apply 
to insurance bought after May 1, 1957 (Wall Street Jour- 
nal, May 16, 1957). 

Similarly a joint account or jointly owned property 
will pass to the wife outside the will, but will be included 
in the taxable estate if the deceased actually provided the 
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funds. Also, gifts that are found to have been made in 
contemplation of death will be included in the taxable 
estate, although of course they do not appear in the will 
or the probate estate. (There is now a conclusive presump- 
tion, however, that gifts made more than three years before 
death are not in contemplation of death). 

It is important to remember these points to assure the 
maximum marital deduction. The marital deduction is up 
to half the gross estate for estate tax purposes, not merely 
the probate estate which passes by will. 

This does not mean, however. that it is always wise to 
take the maximum marital deduction—it is not always 
wise to reduce the estate tax in the husband's estate as 
much as possible. The estate tax is progressive, ranging 
from 3 per cent on the first $5,000 of taxable estate to 77 
per cent on amounts over $10,000,000. To the extent that 
we reduce the husband’s estate tax through the use of the 
marital deduction, we add potentially to the wife’s estate, 
hence her estate tax. If the wife has separate property in 
large amount, it may be a mistake to augment her estate by 
the full marital deduction. This might put her estate in 
a much higher tax bracket than her husband’s. The result 
of this would be that the total tax on the two estates would 
be greater than if the husband had transferred less prop- 
erty to his wife, even if that meant that he took less than 
the maximum marital deduction and paid a higher tax 
than necessary. The total tax on the two estates would be 
minimized by equalizing the two estates. 

It is difficult, of course. to calculate the right amount of 
marital deduction for this purpose, because we can never 
be sure how much of her property the wife will have on 
her death. Whether or not she remarries is. of course, an 
important factor in this regard. We cannot make any 
estimate or the probabilities of this without a great deal 
of detailed information covering the particular case. 

The minimization of estate taxes through proper use of 
the marital deduction can reduce the chance of the owner- 
ship interest falling into the hands of strangers through a 
forced sale to meet estate taxes. What of a voluntary sale 
by the widow? This too can be forestalled by setting up a 
marital-deduction estate trust which gives the wife the in- 
come during life and has the corpus go to her estate on 
her death. (This is not the only kind of trust that qualifies 
for the marital deduction, but it is the one that most com- 
pletely restricts the wife in the sale of the property. ) 


Of course, once we are considering trusts we need not 
deal only with marital-deduction trusts. The important 
consideration is to get the stock into the hands of trustees 
who would be more likely than the wife to view it in ac- 
cordance with the decedent’s views and less likely than the 
wife to sell the stock to strangers. The stock could be put 
in trust in that part of the estate which does not qualify 
for the marital deduction. An example would be a trust 
which gave the income to the wife for life and the corpus 
on her death to the children. If the bulk of the estate, how- 
ever, consists of stock in the corporation that we are trying 
to protect, some of it will necessarily overflow into the 
marital-deduction portion of the estate. A marital-deduc- 
tion estate trust would then be appropriate. 

Who shall be the trustees and how shall they be direct- 
ed? The trust provisions can express the decedent's wishes 
as to the survival of the business and exhort the trustees 
to retain the corporate stock as long as it is reasonable to 
do so. It would be unwise to impose an absolute restriction 
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on the sale of the corporate stock. Although many indi- 
viduals may be competent trustees, a corporate trustee 
such as a bank is likely to act conservatively and to pro- 
vide continuity of trust management. 

The deduction for gifts to charity may be used to in- 
crease the liquidity of the estate, increase the benefits to 
income beneficiaries, and reduce the risk of unfavorable 
valuations by tax agents. Property left to charity (includ- 
ing universities!) is deductible from the taxable estate 
even if a life interest is reserved for another beneficiary. 
The taxable estate and thus the estate tax are reduced. 
More cash is thus available without the sale of property. 
The sale of the ownership interest in the business firm may 
thus be averted. 

Since less property need be sold to pay taxes, there is 
more property available (including the property that is 
ultimately to go to charity) to earn income for the income 
beneficiary. Thus the income beneficiary gains from the 
charitable deduction. 

If the stock in a closely held company is divided between 
the charitable deduction and the rest of the estate, there 
is also a hedge against an excessive valuation of the stock. 
If the valuation of the stock is raised, the charitable de- 
duction is likewise raised, hence the potential rise in the 
estate tax may be offset. It should be remembered that 
there is no capital-gains tax on appreciated property that 
goes to charity. 

SUMMARY 


Our objective is the survival of the business firm despite 
the death of a key executive or a major shareholder or 
partner. The loss of earning power of the company fol- 
lowing the death of a key executive can be offset by insur- 
ance on that man taken out by the firm. The procceds of 
the insurance will compensate the firm in part at least 
for the loss of earning power. 

The continuity of the busin 
a major stockholder or partn: » assured through a 
stock-redemption plan or a purchase agreement. 
Under a stock-redemption plan the company agrees to buy 
the stock of the deceased. Under cross-purchase agree- 
ments the surviving stockholders or partners agree to du 
so. Kither may obtain the necessary funds through life 
insurance on the stockholder or partner. 

When the stock cannot be redeemed by the company or 
bought out by surviving stockholders, the survival of the 
firm may be seriously jeopardized. The widow ‘nay try to 
run the firm or sell her interest to a stranger wh. will co 
likewise. This can be forestalled if the deceased has shown 
adequate foresight. He must try to minimize his estate 
taxes so as to reduce the chance of forced sale of the stock. 
This he can do by proper use of the marital deduction. He 
may also leave the stock in trust so that the widow cannot 
touch it during life even though she derives the income 
from it. If the stock is left in a trust that does not qualify 
for the marital deduction, the trust corpus would pass to 
the children or others on her death. If the stock is to qualify 
for the marital deduction and we wish to keep it out of the 
wife’s hands, we must be careful to set up a qualifying 
trust, such as an estate trust wherchy the corpus goes to 
her estate on her death. 

In these ways we can ensure the survival of the business 
in spite of the death of key executives or owners. Continu- 


n after the death of 


ity is assured, despite estate taxes and despite widows or 
their new husbands who would like to run the business. 





CURRENT BUSINESS TRENDS IN OREGON 


Lumber. Activity in the Douglas-fir lumber industry of the Pa- 
cific Northwest continued to be relatively unsatisfactory during July 
1957. Comparisons of price and profit margins would probably be 
worse than production figures, if such accounting data were avail- 
able for the industry. The most recent statistical information, 
supplied by the West Coast Lumbermen’s Association, is given below 
(all figures in thousands of feet, board measure) : 

July 1957 


141,585 
154,878 
620,094 
ee Fe 


June 1957 


182,480 
183,777 
617,704 
1,130,789 


July 1956 


148,759 
161,890 
629,831 
902,207 


Average 
Average 
Unfilled 


Lumber 


weekly production 
ee 
orders, end of month 
inventory, end of month 





Department-Store Sales. The only retail sales indicator for 
Oregon is the sales of department stores in Portland, a series which 
is computed by the Federal Reserve Bank of San Francisco. The 
percentage of dollar sales volume for the period ending August 3, 
1957, as compared with the same period a year ago, for Portland and 
other Pacific Coast cities is shown below: 

W eek Ending Four Weeks 
Aug.3,1957 Ending Aug.3 1957 

—9 —6 

—5 0 +2 

—8 —3 —1 

—13 —2 0 

—1 +3 +2 


Calendar Year 
to Aug. 3 1597 
Portland ala ay | 
Los Angeles oe 

San Francisco Bay .... 
Seattle 


Yatted States... 


Employment. The number of nonagricultural workers in Ore- 
gon showed a very small decrease (300) between mid-June and mid- 
July 1957. The decrease was 1.2 per cent (5,900) from mid-July 
1956. From mid-June to mid July 1957 there were small gains in 
retail trade (700), transportation (500), and logging and sawmills 
(400). The largest decrease was in government employees (3,700), 


types of capital assets that do not constitute “*business activity."” The Bureau of Business Research collects bank debits from 166 banks and branches monthly. 


July 


Marketing Districts 


Oregon 


with small decreases in foods and kindred products (300) and print- 
ing and publishing (100). More detailed figures from the Oregon 


State Unemployment Compensation Commission follow: 


Lumber & wood products 


Food & kindred products ..... 


Other manufacturing 


July 1957 
81,100 
21,900 
46,900 








Total manufacturing 
Contract construction 
Retail trade 
Government 


Other non-manufacturing 


Total nonmanufactvring 


Total nonagricultural employment 





149,900 
26,700 
85,800 





79,600 


163,900 


June 1957 
81,000 
22,200 
47,100 


150,300 
25,400 
85,100 
83,300 

162,100 


355.900 
506.200 


July 1956 
89.300 
23,300 
49,000 

161,600 
28,400 
83,700 
75,800 

162,300 

350,200 

511,800 


Construction. The University of Oregon Bureau of Business Re- 
search in cooperation with the F. W. Dodge Corporation reports 
June 1957 construction contracts in Oregon amounted to $53,017,000, 
more than twice the total for the preceding month. Comparative 
data in thousands of dollars follows: 


Nonresidential . 
Residential .. 


Pebiie washes & atilitics 





June 1957 
$ 9,936 
13,637 
29,444 


$53,017 


May 1957 


$ 6,016 
8,995 
10,733 


$25,744 


Life-Insurance Sales. During June 1957 sales of ordinary-life 


insurance in Oregon (excluding industrial life insurance, group and 
wholesale sales under new contract, renewals, dividend additions, 
etc.) were 0.2 per cent ($56,000) lower than in May 1957 and 9 per 
cent higher than in June 1956. The national figures showed a 7.8 
per cent decrease in comparison with May 1957 and a 25 per cent 





Portland area (Multnomah, Washington, Clackamas, Columbia counties) 
Mid-Willamette Valley (Benton, Linn, Marion, Polk, Yamhill counties) 
North Oregon Coast (Clatsop. Lincoln, Tillamook counties) 

West Central Oregon (Douglas, Lane, Coos counties) ern 
Southwestern Oregon (Curry, Jackson, Josephine counties). 





Upper Columbia River (Gilliam, Wasco, Wheeler, Hood River, Sherman counties) 


Pendleton area (Umatilla, Morrow) 





Central Oregon (Deschutes, Crook, Jeflerson counties). 
Klamath area (Klamath, Lake counties). — ALR I ee RO 
Baker area (Baker, Wallowa, Grant, Union counties) 

Burns area (Harney, Malheur counties) 





increase in comparison with June 1956. 


BANK DEBITS 


Bank debits represent the dollar value of checks drawn against the deposit accounts of individuals and business firms. Bank debits are regarded as good indicators of 
current business activity, although their value for this purpose may be impaired by the inclusion of large checks arising out of transfers of funds for the purchase of certain 


Number of 


Banks Debits 
Reporting July 1957 
165 £1,677 .842.540 


53 1,077 ,481 838 
35 185,826,898 
10 35,360,883 
18 154,065,603 
ld 72,991 329 
26,819,208 
34,543,686 
24,149,366 
23,457,740 
23,656,170 
19,498,819 


BUILDING PERMITS 


Debits 
June 1957 


$1,602,814 ,336 
1,057 261,825 


164,094,917 
33,412,083 
135,734,715 
69,412,570 
25,025,558 
26,332,279 
25,283,908 
26,760,309 
21,199,689 
17,696,483 


Debits 
July 1956 


$1,665,029,053 
1,056,950,121 


173,057,478 


33,401,370 
160,151,809 
85,768,940 
26,589,598 
31,026,629 
25,285,755 
32,368,942 
23,608,112 
16,820,269 


1957 


Compared with * 
June 1957 July 1956 


+ 4.7 


+12. 


+ 0.8 


Cin vwooco doe 


Building permits give an indication of building operations planned rather than actual construction under way. Care must be taken in interpreting these data to allow for 
the lag which may elapse between the issuance of the permit and the beginning of actual construction. The data have been collected by the Bureau of Business Research. 


New 

Residential 

July 1957 
Albany $ 48,000 
Baker 20,000 
ae 57,000 
Coos Bay 25.000 
Corvallis 243,000 
Eugene .. 237.240 
Grants Pass 55,500 
Hillsboro .. 63,000 
Klamath Falls 28,500 
McMinnville 15,000 
Medford 92,000 
North Bend. 36,990 
Pendleton 83,500 
= 971.985 
Roseburg "9,570 
Salem 2,500 
Springfield 
at 
Lane County... 
Multnomah County___~. 
Wasco County...._........ 
15 other communities 





















































29,125 
162,159 
1,701,775 














Totals 
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New Non 
residential 
July 1957 


25,000 
37,000 
92,500 
36,800 
81,750 
39,150 
78,050 
96.100 

5.900 
98.725 


32,000 
2,963,790 
515,106 
18,525 
26,630 
28,275 
209,361 
706,800 
9,200 
596,764 


$4,858,786 


Additions, 
Alterations 
& Repairs 

July 19357 


& 31,900 
22,080 
388,525 
21,350 
63,585 


13,850 
26.516 
23,725 
6,600 
25,344 
10,8014 
23.650 
1.341.875 
64.295 
59,915 
153,700 
15,100 
347,002 
103,795 
3,500 
206,241 


$2,953,152 


Totals 
July 1957 
$ 79,900 
67,080 
$82,525 
138,850 
313,385 
318,990 
108,500 
167 366 
118,325 
27.500 
216,069 
17.791 
139,150 
4,377,650 
620.331 
160,910 
180.330 
72,800 
1.018.813 
2.515.370 
12.700 
1.750.815 


$12,995,213 


Totals 


June 1957 


92,900 
151,595 
109,991 

16,445 
256,791 
901,595 

99,695 

67.825 
144,656 
153,350 
250,700 

70,880 

77.135 

3,859,630 
13,680 
250,274 

17,195 

54,600 
730.276 

2,195,180 

13,100 

2,241,179 


$1) ,601,972 


Totals 
July 1956 
$ 79,700 
1,000 
160,450 
54,425 
409,530 
925,917 
178.065 
140,595 
157,127 
216,600 
355,982 
17,401 
265,300 
3,241,365 
99,035 
203,750 
90,585 
65.018 
703,194 
3,425,330 
3,016,720 
2,257,019 


$16,114,768 
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